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Abatract

Under the present system of income taxation in the Philippines,
there is a differential burden created by the corporate income tax
on shareholders' incomes vis-a-vis other types of perscnal income,
Corollarily, within the corporate sector, a built-in incentive
exiztz in favour of debt finance, but the role of this factor in

the corporate choice between equity and debt finance has not been

@mpirically established.

Another major eguity issue is the regressivity of the
differential burden of the corporate tax among shareholders. This
extra burden may eventually turn into a tax shelter for high-
income taxpayers, creating a strong ipducement for tax avoidance
by capitalizing on the corporate device through retentiom of
corporate profitz. The proposed 20 percent final tax on
dividends, which is part of the gross income package proposed
under Cabinet Bill No. 3%, is a tax in rem and will intensify

the existing regressivity.




THE CORPORATE INCOME TAX: ITS DISTRIBUTIVE
INFLICATIONS CN INDIVIDUAL SHAREHOLDERS

by

Wilda D. Vasquez

I. Introduction

The protean nature of the corporate income tax renders its
analysis a formidable task. The distributive or eguity aspect alone
is so intricately interwoven with personal income taxation and
the question of corporate tax shifting and incidence, the latter being

the most important wnsettled controversy in the area of tax incidence.

This paper examines a facet of the qu.l.lirj" issue in corperate
inceme taxation -- the differential burden of the tax and its
distribution among stockholders. TneWitably this will alse invelve
personal income taxation insofar as shareholders are liable to both
" the personal income tax on dividends received and to the corporate
income tax on their share of the ccm;:lt::;rate gross profits. The
equity issue revolves around, and arises from, the so-called

"double tamation” of their distributed corporate earnings.

The diztributive implications of corporate income tax cum
personal income tax on dividends are analyzed along two lines:
the nop-meutrality in tax treatment of corporate profits vis-a-vis

other sources of personal income, and the distribution of the




burden of the corporate income tax among individual stockholders
belonging to different income groups. It will be shown that the
corporate income tax in the Philippines imposes a 4ifferential

burden which is regressive and creates a strong incentive for tax
avoidance. In the light of the foregoing analysis, the paper finally
examines the proposed amendment to the taxation of dividéuds as part
of the 6ross Income Package Proposal submitted to the Interdm Batasang

Pambansa as Cabinet Bi11 Mo, 34, : Lo

II. The Double Taxation of Distributed Corperate Profits W

a. “'lu Burden Differential Betwesn Corporate Emm;s and
Other Incomes

A major recurring PDiI_It of controversy in corporate income
taxation is that the Etﬂ;m;‘t“ﬂ dividend income is taxed twice:
first at the corporate level through the corporate income tax,
and again at the hands of the stockholder when the dividend income
becomes liable to the :u:n&.w:.dual income tax. This effective double
taxation renders the tax treatment of dividends unique compared with
cther sources of p-erﬁc}najl_ income, notably nom-corporate profits,
or non-profit corporate-source income like interest earnings on

corporate debt issues,

There are two schools of thought on this matter. One iz the

absolutist view, which regards the interests of the corporate




enterprise as separate from theose of its stockbolders, and therefore,
justifies its taxation as a separate entiég. On the other hand,

the intugr&tiﬂﬁiatshnld that the present system of double taxatiow
iz inequitable because it creates a difference in tax burden whether
" greater or less, between the stockhelder and & non-stockholder.

receiving the same amount of income.

There iz much sense %n the integraticnist view. On equity
gromnds, an absolute, impersonal tax oo the income of the corporate
enteyprise cannot be justified because it does not have a separate
ability to pay or 3 taxpaying capacity. "Corporate profits are
part of the income of the shareholders and, in the spirit of the
aceretion approach to the income tax should be taxed as part of their
income. There is no reason why they should either bear an extra

tax or be given preferred treatment™ (Musgrave and Musgrave, 1976).
. -

For income tax purpozes, there exists neither a strong aor
clear basis in viewing the corporation as other than an income
conduit for its stockholders; the corporate profits accrue to them
in the same sense that profits accrue to the sole proprietor. Its
existence as a separate lepal personality does not ipsc facto

bestow on it an ability to pay apart from that of its owmers.

To illustrate: under the present system, given two single
taxpayers A and B receiving a gross Income each of F5,000 from

dividends (A's corporation is taxable zt 25%) and from salary,




respectively, and assuming the optional standard deduction of

10 percent or FS00 plus a perscnal exemption of P1,BC0, the individual
income tax liability for each iz P102, and the dispo=zable. dncome

Pu,898, However, an inequity arises from the fact that A;s income

has already been taxed at the corporate lewel, the size of this previous
tax bite depending onm the taxable bracket applicable to A's cc¥poration.
Without the cnrﬁmzmkn tax of 25 percent, and assuming for simplicity
full distribution and optiomal standard deduction, A's pross dividend
income would have been P6,666.67 and the corresponding tax iiahility
on that income, PYS0.0%. This would then have left A 1-r.ili:h: ﬂ'i;-.}ésamg
income of P6,226.63. Or to take another exﬁmpla, s Gl o grﬂés income
from dividend under a system of ne corporation tax and full distribution
wers P5,000, the imposition of a 25 percent corporate tax would

redu#c this to P3,750. Again with the zbove assumptions of 10 percent
'ﬂptiﬂnal- standard deductiom and permonal ;xemptiﬂn of F1,800, the persomal
tax bite would be P47.25, giving an after-tax income of P3,702.75.
Finally, due to recent tax amendments, a further comparison

need be made with interest ipcome on savings deposits, time deposits,
and deposit substitutes., In accordance with the latest Presidential
decrggsun taxation, Presidential Decree Ho. 1739 (dated 17 Geptenber
1980}, the tax-take from another taxpayer, D, on interest income of
F5,000 on savings deposits is 15 percent or ¥750. On an equivalent
amount of interest income, but on time depceits or deposit substitutes,
5tili ancther taxpayéf, E, has.tﬂ Py A tax of 20 percent ox FLOOQ,

These new rates are effective 1 January 1981,




B. Equity ws. Debt Capital

h related aspect of the double taxation of corporate-
source profit is the inevitable built-in discriminatory treatment
betweeﬁ dividend and interest income. and therefore, between share-
owners and creditors of the corporation. This arises because interest
Payments are deductible as an expense, but not diwidends as return
to equity capital. The corporate income tax then creates a differential

between the ratesz of return on equity and on other capital.l

Tos
implication will vary, ﬁﬂpenﬂing on the assumptiom made. IFf potential
stockholders make their purchase on the basis of pre-tax carpa?&te
earningz per share, then there is heavier taxation of income from
equity capital relative to income from debt capital:; the stockholdar

Tealizes a lower net rate of return than the owner of corporate

‘beonds.,

On the other hand, it is argued that capitalization of the
corporate income tax iz done, that is, the shareholder discounts

the tax in the purchase price of the stock, and looks at the

lFbP a discussion of the so-called "excise-tax effects” of
the corporate income tax brought abnut hy this differential,
seo Harharger (1959},




after—tax rates of return between &qpity =nd: debt capital. IF

in leng-run equilibrium; these two ;.End to ba equalized (after
allowing for risk factors). it becomes more expensive for the
corporation to raize funds through equity issues than dcﬁt issues
such as bonds. Thﬁs, in thea ﬂ1ilippine:, the corporation must be
able to earn approximately 2t least F1.33 to pay Pl of dividend,
whereas it ﬂeedé.tﬂ earn only Fl1 o 5ay interest of Pl.2 This
creates a built-in bias in fav;r of debt financing via-a-vis equity
financing. It iz feared that th:s mey cause “undue cencentration
en deht flnanﬂlng which may sjgniflcantly circumseribe the cﬂmpury'*
flexibility and willingness to undertake new and relatively risky
ventures and 1imit its ability to adjust readily to mhanging:business

conditions"” {Staff Report for the Joint Ecopomic Committee, 1361).

In answer to this, it has been pointed cut that tax considerations
are not all that significant in determining the type of financing

chesen by The corporation. Eather, a majnf limitation on equity

"I‘GITL mid-1977 to December 1980, however, in the case of commercial
papers issved in the primary money market as money instruments, corporate
borrowers had to pay a 3% percent tramsacticn tax OB the gross amount
of interest, and therefore must earn PL.35 for every Pl paid out as
interest. The tax, whichwas paid by the borrower, was £inal and deductible
for income tax purposes. See Sec. 210 (b)), National Internal Revenue
Code of 1977. Eresidential Decree No. 173¢ has abolished this tax, imposing
instéad a tax of 20 percent on yield from deposit substitutes received by
individualz and corporations. Since the latter itax is a2 final tax paid
by the lender and withheld at source, corporate borrowers issuing aaid
deposit subetitutes in effect again have to earn only P1 to pay Pl of
interest. (See Secs. 2, 3 and 13 of P.D. No. 1739). According to the
Implementing Regulations of the BPureau of Imternal Revenue this new tax
on deposit substitutes is to be imposed from 1 Jamuary 1981.




fipancing lies in the desire of existring stockholders to minimize

dilution of their interest through increased equity issues.

fmother principal determinent of the type of corporate financing
iz the character of the market for the supply of capital funds. This
market, which is dominated by institutional investors like commercial
banks, savings banks, and insurance companies, etcs, may be restricted

by law or traditiopal investment practice, to high-grade bonds.

Further, it is argued that the supposed adverse effects of
debt finamcing {allegedly induced by tax considerationz) on the
willingness of corporations to go into high-risk ventures may be
mduly exagperated. Un this score, it iz zaid that 2 majoriiy
of the highly speculative investments have in fact been financed
with only a little eguity, and that what inrpels this type of financing
is precisely the prospect of high returns on this eguity thrdugh
the leverage created by debt financing. Lastly, it is claimed
that a major portion of the capital funds required by corporaticons
are raiszed internally and therefore no unbalance in favor of debt
financing is actually discernible in corporate fimancial structures.

(Staff Raport for the Joint Economic Committee, 1961).

Any conclusion that the differential tax treatment betweem
dividend and interest payments impels corporations to prefer debt,
%

rather than equity, financing has to be substantiated by espirical

evidence. Economic theory cam at best provide only a rather



agnostic concluzdon. The tax factor is only one of several determining
the level of corporate debt. How important it is canmot be detoermined
2 priori. Due to the usual dearth of data on the corporate sector, no
light can be shed at present on this matter as fap as thé Fhilippines
is concerned. It remains one of the mexplored izgues in corporate

ineome taxation ip this COMmTTY.

In the United States, empiriecal studies sugpest that there has
been no conmvincing evidence on the impact of corporate income taxation
on corporate financial pelicy: the composition of new covporate funds
shows pocr correlation with changes in tax rates (Staff Report for

the Joint Economic Committee, 1961).

In addition, a study which locked into the corporate puzzle
of equity vs. debt Financing based on tax considerations revealed
that the equilibrium situation is a much more complex relationship
than simply the average costs of debr vs. equity Ffinancing
(Tambini, 1969). This should be ewxamined within the analytical frame-
work of the necclassical theory of the Firm, which considers that
The crucial variables in determining this equilibrium are the
marginal cost of debt, the marginal cost of equity, and the marginal
rate of return on investment. Tax provisions certainly affect
th&é; variables: these include not only the taxation of dividends
mm!m;udrtﬂ the deductibility of interest expenses ., but also capital

gains provisicns. The latter affect the marginal cost of equity




depending on the importance of the marginal tax rate oo dividends

relative to the mavginal tax Tate on cdpital gains.

Afpropes This last consideration, preferential tax treatment
in tha ¥hilippines has peneraliy been accorded to J.-:.'-m_;:—';:em
capital gains realized by Individuals, oply 50 percent of which iz
taxable (Sec. 34, NIRC) as compared with dividend ipcome. which iz
subject to the ordinary marginal tax rates ranging from 3 percent
to 70 percent. Further, Presidential Decrea 1739 also imposes a
10 percent final tax on capital gains From the sale or exchange of
sharesz of stock. (However, if the shares of stock are in a close
corporation, capital gains in excess of P5S0,000 are taxed at
20 percent) This tax tock ‘effect 1 January 1EEl,Ireplacing tha
stock trensactions tax of 1/% of one percent of *he gross selling

price or wvalue of stocks exchanged or transferred (Sec. 210, wrre).

ITT. Distributitn of the Burden of the Corporate Tncome
Tax fmong Stockholders

The other Eiﬁnificant Uity issue in corporate incoma taxation
involving stockholders is the distributien of the tax burden among
stockholders belomging to different income groups orf marginal tax

rate brackets. Three concepts of hrden of the corporate tax are

3

“Imposed in 1977, the stock transacticns tax was paid by
the seller in lieuw of the capital gains tax otherwize due under
Sec. 3 of the HIRC.
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discuzsed, namely, gross, net, and extra.

The following analysis of the tax burden distribution under
the Philippine income tex system is essentially patterned after the
model made by Musgrave and Musgrave (1976} and incorporates the

following assumptions:

1. There is no shifting of the corporate income tax, either

forward or Dackward.

2. Gross corporate profit share is a rising proportion of

shareholders' gross incomes.

3. The present stockholders have not employed tax capitalization,
i.e., the purchase price of the shares has not been made

lower by the present value of all the expected future

tax payments.

k. Only ordinary corporations, both domestic and resident
foreign, are considered, on which the spplicable corporate
tax rates are 25 percent (om the first PL0G,000 of net
taxable income), and 35 percent (on the amount in excess
of F100,000), and the additicnal 5 percent corporate

4
' development tax.

“This additional tax is Imposed by the NIRC {Sec. 28{e) on
a)} a domestic corporation whose net income exceeds 10 percent of
net worth, b) a resident foreign corporation whose net income © -
exceeds 10 percent of its net aszets in the Philippines, and
c) a closely-held corporation as defined by the NIRC, Sec. Zt(e).
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5. TFor computational simplicity, the ghareholders are

vaoident citizens or zliens.

§. Intercorporate dividends (which are taxable at a different

rate) are not considerad.

7. Interest income is taxable as ordinary innnmé; T
precisely, the interest considered here does not fall
within the scope of P.D. 1733 previously mentioned
which imposes z Tinal withholding tax on certain types

of ipterest receipts.

L. The Grosa Burden

The money burden may first be considered in gross terhs,
that is, independent of the shareholder’s individual income Tax
1izkility (and hence marginal tax rate bracket}. If the tax falls
on corporate profits which are qsgumed to-be a rising proportiom
of the shareholder's gross income as the latter rizes, then the
pattern of distribution of gross burden of the tax is progressive:
the effectlve corporate income tax rate (in pelation to gross income)

incraases B ErOSE ineome. incTeases.

The following table illustrates gross burden progressivity

under the present. system. &5 shown in lins ? taﬁpﬁqer371rﬂpﬂrtuﬂ

L

erogs incomes (GI} range From PL 000 to ?ﬂ,ﬂﬂﬂ,nﬁﬁ.sl Theldividenﬂ

BFﬂT income tax pUrpOSes +he pelevant gross income is not the
sum of all incomes, because it excludes incomes exempt from tax
by law. The exclusions from gross income are given in Section 29
of the NIRC, 2s amended.
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incomes in line 4 are based on the arbitrarily assumed rising percent
share of dividends in gross income (B7}. The higher cerperate income
tax rate of 35 percent is applied here for computational ease and
because, the greater the taxable profit exceeds the P100, 000 level
Taxable at 25 percent, the closer the effective tax rate approaches

the rate of 35 percent. Horeover, the corporate development tax,

where applicable, places the effective rate closer to 35 percent than
to 25 percent if the taxzble net income exceeds F100.000, The

retained earnings are assumed to be three quarters of profits after
tax, hence the dividend payout ratio (afrer tax) is one cuartey.

The corresponding retained earnings accruing to the sharsholder and

the corporate tax bite on hiz gress profit share are given in lines

= and 6, respectively. The Gross Income as imputed (shown in lipe 8)
ineludes his share of retained earnings and corporate income tax.
Finally, the average rate of the corporate income tax iz derived by
dividing the corporate tax by the imputed GI. The resulting ratic is
the efifective gross burden of the corporate income tax shown in Iine 10.
This 4= clearly progressive, rdasing from 385 rercant for the Towasnt imparted
GI of Pu, 492.8 o a 1ittle more than 21 percent for the top income

sharehclder with imputed GI of P7,620 thﬁusﬂnd,
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B. The ¥et Burden

The gross burden of the tax as illustrated abowe is not guite
an accurate picture of the hurden distribution. It comnsiders only the
corporate income tax bwv its=elf, and not in relation to the individual
income tax liability of the stockholder. The latter must zlzo he taken
into account to determine the net burden (or incremental burden) of the
corporate income tax.E The hypathetic;l data on gross profit share and
imputed GI derived in the gross burden case will be adopted here. In
addition, the individual marginal tax rates will be brought intc
the analysis te determine the hypothetical perseonal income tax liabilities

of the stockholders,

The measurement of the net burden of the corporate income tax
proceeds in this manner: a comparizon is made between the joint or
combined corporate-versonal income tax applicable at present on the
distributed corporate earnings share of the stockholder, andithe tax
payable if this distributed corporate earnings share had bean ‘tflly
liable to the persénal income tax alese. The difference between the

~cnmb1n&d or jeint cﬂrpﬂratﬂ - pers=cnal incﬂme tax and the notional

perscnal incomestax iz the fet or dncremental bumden of the corporata

EJDEEph Pechman mefers to this concept as +the additiomal
burden of the corpovate income tax. He assumes zero retention, or
full distribution of after-tax corporate profits.
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income tax. It consists of two parts: the additional tax imposed by
the corpovate tax, and a tax saving. Inasmuch as the ﬁividend% are
reduced by the corporate tax, the personal income tzx payable om the
dividend income is likewise reduced. It follows that this tax saving
for each PI00 of dividends will be higher for a higher income share-
holder than for a low-income dividend recipient becauze the formerfs
marginal tax rate iz alse highgr.? Since this tax saving increases
with the stockhelder's income, the resulting net tax per P100 of profits

is easily seen to fall a= one moves up the income scile.

The net or incremental tax burden of the corporate tax which is
equal to the joint corporate-persomal income tax minus the hypothetical
or noticnal personal income tax if no corporation tax were imposed,

iz given by the following formula (Musgrave and Musgrave, 1976):

) S SH o R [ I ) N
a P =

o= sge
o

?Hencﬂ, with full distribution and mo corporate income tax, the
personal income tax payzble by a stockholder in the 20 percent marginal
tax rate bracket for each additional P100 of profit share would be
P20, apd for one in the 70 percent bracket it would be P70. With a
corporate tax of 25 percent, also assuming full distribution, the first
stocholder would pay a personal income tax of P15, and the second cne,
only P52.50. This would bring the personzl income tax saving to only
PS5 for the lower income stockholder, and P17.50 for the top income
stockholder.
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T [ 1]
L. |
n 3 =

tcP + tﬁd 1 - t:J o tpﬂF
= Py g
o e

where T. = joiut corporate-personal tax

L=y

T = net burden of the corporate income +ax

: = corporate tax rate

applicable indiwidual income tax rate (marginall

ot
1]

4 = percentage of after-corporate tax profits paid
ottt as dividends

P = taypayer’s share in before—tax corporate profits

The declining absolute net burdem of the corporate income tax
per FLO0 of profit as stockholder income increases iz seen in
Table 2. The reported CI and the gross profit share (lines 1 and
2) are taken from Table 1. The corresponding marpinal tax rates
are given in line %. The net burden distribution is exsmimed for
Three dividend payout ratics namely, zero, 25 percent, and 100 percent.
To illustrate: with 25 percent distribution under the ﬁreaent tax system,
the dividend after payment of corporate income tax for each P100
of profits is PI6.25. The individusl ipcome tax 1iability cﬂhthis
same amount of dividends will then wvery with the stnckhnlder'sxuarginal
tax rate. Thus, for the dividend recipient at the bottom bracket of

% percent, the tax due is only P.%9, compared with P11.38 for the -
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Lop income sharehclder. The combined tax {iine 8) iz the =um of the
corporate tax of P35 (line 5) and the individual income tax

applicable on the dividend (line 7). In the table, this TATIEES

from P35.49 to P46.38. On the other hand, the individual income tax
bite in the absence of the corporate Taxk, still with 25 perceﬁt

payout, Starts from P.75 at the bottom bracket and steadily increases
to P17.50 at the top of the scale (line 1). The net tax for avery
F100 of profits is then derived by subtracting this noticnal individual
income tax from the combined corporate—individual income tax, as

shown in line 11. As axplained earlier, this falls az shareholder

income rises: in this case from P34%.74 +o P28.88,

4 declining met tax Burden For each additicnal P100 of
profits as income rises does oot in itself indicate regressivity of
the corporate income tax ameng stockholders. As stressed by
Musgrave and Musgrave (1976), "the net burden impact must he
measured by the ratio of the taxpayer's total net tax to total
income. Hence, this retio is a function both of the pet tax e
P10G of profits and the profit component of total gross income,

The falling net tax per P100 of profits makes for regressivity, on
one hand, and a rising gross profit compoment of total ErOSS

income makes for prﬂg!EEEiVity,a on the other. The effective

ﬂThia is because an increasing proportion of total income is
subject to both the corporate and the personal income tax, or, mope
Precisely, to & net burden of the corporate income tax per P100
of profits.
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rate will then depend on the relative magnitudes of these two

opposing elements.

= In absclute terms the total net tax burden on the Erosz profit

share increases with income, as shown in Iime 12, This follows
necessarily from a positive, though decreasing (except of course For
zero distribution), net tax burden per P100 of profits and a rising

profit component of shareholder income {as income increases).

With zero and 25 percent dividend pay-out ratios, the progres-
sivity in pet burden distribution (as indicated by the behavicwur of the-
ratic of total net tax on gross profit share to imputed GI} is marked
over the entire renge. The pattern iz more progressive under zero
distribution as may be expected, since there is mo individual
income tax saving on dividend income. Upder full distribution
the net burden is progressive ar the outset, then becomes regressive,
as can be seen in 1line 28, The declining net tax per P100 of profit
aBsumes increased importance, thus making for regressivity at this

higher income range.

C. The Extrs Burden

A further refinement must be made to achieve a more precise
pattern of the distributional tax load of the corporate income tax
among different income-bracket stockholders. It now calls for the

adoption of an integrated approach in the sense that the individual's
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total share of corporate profits is treated as part of his personal
income. Thisz iz called the partnership method B&cause the stock-
holders ave toeated az “partoers." as it were; in tha corporate
enterprise. It is the approach adopted by Musgrave and Musgrave
{1976}, Holland (1358), Pechman (1971}, and others, in apalyses of

this kind.

Using this approach, .we come up with the comcept of the
axtra burden' of the corporate income tax. .The size of the "extra
tax" can hg determined by comparing the present combined corporate-
perzonal income tax on dividends and the tax dus if there were n-::-
corporate income tax and the individual income tax were to apply
to distributed and undistributed profits. Hence its magnitude
is the difference between the joint tax and the noticnal personal
income tax that is otherwise applicahle on the corporate profits share
in the absence of the corporate income tax. Alternatively, it is
tHe corporate tax less the perscnal tax due on the corporate tax

{(Holland, 1362).

The poziticon adopted in thiz case iz that, for purposes
of tax burden comparizon, both distributed and wndistributed
corporate earnings should be taken az alloecable to the individual
stockholders in the different income tax brackets. This method
of dmputing 211 corporate earning= - corporate taxes, dividends,

and wndistributed profits - to the individual owners of corporate
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stoeks iIn determining the distribution of the corporate tax load

among stockholders i§ mainly for analytical purposes. It carries

Do preacriptive Implication "as to the desirability or feasibility

of treating the owners of corporation as menbers of a partnership...
The zale reazon Fou using the dovics of imputation is the helief that
the gquantitative weight of the special tax treatment of corporate
earnings can best be measured by relating this income share to the
income level of its claimants” (Holland, 1958), As will be apparent,
the notion of the extra tax will shed reconciliatory light on two
seemiﬁgly disparate views: cne, that the stockholder incurs a pecuniary
losz due to double taxation of dividends, and the other, that the
corpordate device yields a pecuniary advantage to the stockholder in

the form of a tax shelter crested by retaining corporate profits

otherwise taxable at individual marginal rates.

The extra tax, Tc’ is the difference between the combined or
joint tax Tj and the integrated tax Ti which is the notional personal
income tax on the entire Eross profit share. Thus, using the zame
notatisn as for the net burden case, we have the following formula

zor the extra tax {Musgrave and Yusgrave, 1976):

T = T.,.-=T.
e a] i

Eo TcP + tpd {1 - th P

if
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{tﬂ + tpd (1 - Tc} - tpl d

Relating this to the net tax, We can Saa that

L
1l

L
Th - 1;P (X = -dY P,

o Tﬂ - tDP (1 - d)

The extra tax gives rise to two major equity implications.
Ope is the difference in tax liability between corporate-source income,
on one hand. and other scurces of personal income of the same amount,
on the other. As discussed earlier, the non-neutrality of the
corporate profits tax -- in that it applies only to returnscn corporate
equity capital and net To corporate borrowed capital, profits cutside
the corporete sector, Dor to other types of earnings —- creates a
bui}t-in differential under the present system of double taxations
On equity grounds, the justification for a differential tax liability
between corporate-source profit and, say, interest income is rather
chbscure. Under an integrated system, on the other hand, this
differential would be eliminated; the stockholder's:share of corporate
earnings, whether retained or pald out, weuald be 1iable to the same
amount of tax as income from snother source. To illustrate: at present
an individuzl shareholder in the 20 percent marginal tax brackat

Pow- 10389
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Pays in effect a tax of F.38 For #ach additional peso of cOrporate
income (assuming a 95 percent dividend pawout ratic) compared with

F.20 for each additional peso of interast income, The P.18 constitutes
the diffevential op "extra tax” which would be eliminated if the
corporate income tax were to be fully integrated with the parsonal income
tax. The extra tax may be rositive or negative, depending on the

fhareholder's marginal bracket rata.

.. The other equity implication lies in the pattern of distribution
of the extra burden of the corperate tax among the stockholders Selonging
to different income brackess. The extra tax per Flog of profits
varies Inversely with income, 1t will be recalled that this is
2lsc true for the net burden case for all pogitive payowt ratios.

The extra tax per P100 of profits declines asz one moves up the income
Scale for the same reaszons as ig the net tax case, and fer zero

22 Well as pozitive divideng distribution. It is clear from a
comparison of the two that the extra tax i= less than the net tax,
except fop F11 distribution. For the zero and 25 Parcent di=stri—
bution, the extra tax eventually becomes nepstive with higher incomes,
Thus, as the shareholder’s marginal braskes rate poes up, the exiTa
tax eventually turns into a tax shelter. Thiz arises ip a situation

whera
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i T )
D e c
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1% = o
Eo—d {x t¢}

At a 25 percent dividend payout ratio, a bottom-bracket
stockholder pays approximately ap additiomal thirty two centavos
{P.32) per pesc of corporate-source income since the joint corporate-
persenal income tax is F.35, but his tex liability on a different
tvpe of :T.m:nmeg of the same amount would be only three ceptavos
{(F.03), In comstrast, a top-bracket stockholder pays in effect less
tax per pesc of corporate income than what he would be paying on
another type of income; on corporate profits his cosbinsd corporate-
personal income tax is about forty-six centavos (P.46), or twenty-
four centavos (F.24) less than the tax of seventy centavos payable
on interest or non-corporate profits. The low-imcome stockholder
incurs an extra burden or loss, whereas his top-bracket counterpart

enjoys an effective subsidy from the tax shelter under the present scheme .

1':'|'I'i1:i.:3 excludes those incomes whichk have been specifically
given preferential treatment, like lomg-term capital gajns, and
those invested in preferred enterprises, banks, and non-bank
fipancial intermediaries, under certain conditions.



The differential tex load for the exrsa burden concept is
illustrated in Table 3, again under three different assumpticns of
after-tax corporate profit distribution, namely, Zers, 25 percent,
and 100 percent, The combined cerporate-personal income tax payable
under the present system is comparad with the netional tax liability
mder the personal income tax alone, a53uﬁing a full pro rate share
of stockholders in corporate earnings. As expected, the resulting
pattern is a funetion of the payout ratic.. For all three azsumed
ratio=, the extra tax per PI00 profit decreases as incame Iincreases
(shown in lipes 39, 13, and 20, respectively). This i= isast under
zerc diztribution and becomes negative at a marginal bracket rate lower
than iz the case with 25 Percent payout ratic. In our example the
tax shelter for zero distribution arises cnee the bracket rate exoceeds

16 : .
35 percent. Further, not surprisingly, the pattern is most regressive
under zero distribution, since the savings in persnﬁal income tax
arising from retenticn are Ereatest, With & payout patis of 25 percent,
tﬁe'é%fLétiﬁn becomes cne of deficient taxstiom beyond the marginzl tax
bracket rate ¢f 47 pergent. Under Tull distribution, the extra burden

remains positive, and the toral EXira tax on the gress profit share

as a ratio of imputed GI exhibits progressivity for a wide range of

14 - P
However, there is no 35 Percent marginal tax rate bracket

in the present individual income tax rats structure,
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incomes, after which it becomes s1ightly regressive, and ultimately
becomes approximately proportional at the topmost: brackets. It

follows that a tax shelter does not develop given the existing mareinal
bracket rates, since the maximm marginal tax rate is oniy 70 perecent.
Obviously with full distribution the extra tax is equal to the net

tax,ll a5 can be seen from a comparison of Tables 2 apd 2,

Given the rates of perscnal and corporate: incoms taxes, a
certain stockholder income level may wltimately be reached where
“overtaxation” dwindies and turns into ;unﬁertaxafinn", to use
Bolland's terednology. In general, the income level at which this
Ehange takes place ﬁapenda o1 the ﬁ&ight and progressivity of the
personal income tax, the corporate income tax rétes, the corporate
earnings, and the dividend-pavout ratic. Tor example, as =zeen in
the accompanying table, the extra burden tends to be smaller, the
lower the di?idend—paynutratin; corollarily, the income lewel at which
the extra burﬁen turns into a tax shelter is reached sooner. The
séme holds true fﬂrlmﬂrﬂ Steeply progressive marginal rates of personal

income tzx, as can be vasily verified,

. Thiz analysiz of the extra burden of the corporate incoms

Tax wneovers a subtly-hidden effective diseriminatory treatment in

llPechman‘s {1971} additional burden reduces to the net tax
and the extra tax, since his analysie assumes full distributicn op
zers retention.
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favour of high-income, and against low-income, stockholders. On this
basis, the exizting systen of taxation of corporate earnings at

the corporate and persenal levels may be said to create an umequivocal Iy
regressive burden among stockheoiders. Graduation in +the corporate

income tax »ate structare apd the double taxation of distributed corporate
profits create an impreszion of progressivity that in fact may be more

apparent than real when zeen in the light of the present analysiz,

As previously stated, this tax burden comparisen amcng stock-
holders makes the erucial assumption of zers shifting. Therefore, the
corporate income tax falls sclely on stockholders. On the other hand,
full shifting to consumers or wage earners implie= that there iz no
burder on the dividend recipient, but that the tax assumes the nature
of a sales tax. With partial shifting, only part of the corporate
tax to the stockholder should be credited: in this case the results
will be modified, not in the general pattern, but emly in magnitude
EHDlland, 1858). If the tax 1s partly shifted, it is eazy to zea whyr
the problem of the tax shelter sssumes greater sﬂverify, and the extrs
burden becomes lighter. Whether shifred or not, the present system of
corporate income taxation obviously makes for an element of regressivity

in the income tax structure of the fhilippines.

The above analysis casts in a doubtful light the Findings on the
distributive effects of the corporete income tax in an earlier SUrvey

of the then Joint Legislative-Executive Tax Commission (now National
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Tax Research Centrel}, A Study of Tax Purden by Income Class in the

Fhilippines. The study concludes that “The mere fact that a portion of
the corporate taz is shifted forward . . . 2 more or less regressive
effect #ill inévitobly result. ¥ith respact to the unshifted portien

of the tax however, the trend is propressive. This expiainz why Family
households belonging to income class F10,000 and over bear the heaviest
burden from this tax (Joint Legizlative-Executive Tax Commission,
196%). Likewize, the report by the International Monetary Fund on the
Fhilippine tax system seems to suggest that where the incidence of the
corporate Imcome tax is on the ouners of capital, this ipso facto renders

the tax progressive. as in the following statement: ™... the COTpOTate

income tax, being a tax on a particular form of capital tends to
reduce the rate of return on capital in general: since capital i=s
owned very unequally, the incidence of the tax is therefore rather
progressive’” { International Monetary Fund, 1978). These conclusions
clearly stem frem a failure to consider the patiern of distribution of
ihe corporate tax load among the owners of corporate capital in
different income brackets. Studies on corporate income taxation

in the Philippines have so far failed to catch this tricky aspect of
the equity Issue. It has been examined mainly with veference to
forward shifting to censumers and the supposed lomp-run effects on

the cwnership of capital, as can be inferred from the two studies

cited above.
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Additicnally, note that the "extra burden” does not apply
solely to ownars of private cornorations. The same regular tax rates
Apply to the Government Serviece Insurance System fGEIE};F all
members of which are government employees. Since most of these do
TR belong ¥ the high income Foackets, the extra anden vather than

the tax shelter aspect may be quite significant.

The burden differential created by the corporate income tax
has likewise Deen exzmined by Holland (1958) using U.5. data.
The author uses fowr variants of differentials, namely, (1) differential
against earnings for distribution, (%) differential ageinst earnings
for retention, (3) differential against earnings, and (%) differential
against steckholders' income. The patierns of distribution that
emerged are very similar, differing only in magnitude or degree:
the corporate income tax load on stockhelders rapidly decreases
after reaching some income level. Hence again, unequivncallf, a
regressive burden distribution among stockhelders. The need for a
similar investigetion for the Philippines cannct be painsaid,
but for the moment these tests eannet be applied due to the
ubiquitons overriding constraint imposed by nnﬂ—availahili%y ok

data.

liThiS was provided for by Presidential Decree Ho, 1177,

dated 30 July 1977,
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0. Extre Burden with Proposed: 20 Fercent Fipal Tax on Dividends
Under Cabinet Bill ho. o4

& gradual shift in approach to income 4axation is taking place
in the Philippines: fronm the global or universzal to +he schedular,
wWhereby the tax trocatment vardies according fo the type of income.
Already, certain types of capital gains and interest incomes have been
subject to different rates of final tax, and are no lomger to be
included with the other types of incomes in determining the overall
grozs and net taxable incomes (P.D. 1739, 17 Saptember 19800 .

Thizs schedular approach is part of the tax amendments proposed under
Cabinet Bill Ho. 3%, filed with the Interim Batazang Pambansa imder
the spomsorship of the Minister of Finance. The major revision in
the bill is the shifr From pet income to what has been Termad
"modified” gross income taxation, with a corresponding revision of
the ma.;*ginal tax brackets and marginal tax rates, levels of exenption,

and types and levels of allewable deductions.

This section will focus on the proposed revisicn of dividend
taxation. The Bill seeks to impose a final withholding tax of
20 percent on so-called "passive incomes” which include dividends,

royalties, interest, prizes and other wimnings=.

4 comparison is made here of extra burden wnder the presant

System of corporate-perzonal income taxation (with dividends as part
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of overall gross income) and under the same system, but with dividends
taxed zeparately at EU.]'.H":TEEH‘I:, Hence the only change will be

the proposed 20 pe-:'n:en'r. final tax on dividends being gprafted on to the
existing system of net income taxation. An objection mey be raized
against this procedure, because the gross ingome tax and the final

tax on dividends have been proposed as a packapge. Lately howewer,
doybts have increased as to the need for, and desirability of,

shifting to the proposed gross income tax. Therefore, while the latter
may not be approved, a fipal tax on dividends may still be imposed, a=
has alt'g?eady been dome with reapect to certain types of capital pains

2nd interest incomes.

Table % employs the same assumptions as in the previous section.
The only difference between the preszent and the proposed approach is
the final tax on dividend=. With the proposed Final tax the sxtra
burden iz clearly hesvier and the tax shelter greater than mmder the
present system, for both 25 percent and 100 percent pay—out.
Specifically. even with full distribution, the pattern chanpges from a
heavy exira tax To a fax_shaltar of considerable magnitude. . lUnder
the present scheme however, the extra tex - Is Lighter for the lower
income brackets, end remsins positive throughout the eptire vange.
Only with zero distribution is there equality between the present
and proposed schemes. The flat yate tax on dividends is easily
regressive with respect to stockholders' incomes and will only

intensify the existing regressivity.




37

"SPUSPTALP Uo ¥el TRURF 9Yi pUR Xe} swodur ajwdedacd El

B3F 300
: : = —
: (%)
557614, L6"9T- 95T 5h*0T- L hT'g 5'§ 8T'9 £0'S L8'e a::a
(088°99n° T 0@9'isL- o+ gapteze- G8H' 00T~ 6'950° 02 Zg0's na"TeLth nez'e 95 TBT T BL'ELT S5
§1,* TE~ 5L° 0E- 5L 62~ 84T~ GL°TT- 528 52' 8T 58792 52'26 TAR q!

52! 8¢ §2'0€ SEiBE s 0 Soziog s2'ge SZ'8E 57" 8E S2'6% 52786 52" BE
5276 YA 5T G2 E GE°E 52'¢ S2'e SE'€ Sz'e 1A ‘
i ﬂh..-._ﬂ

52' 91 52" 9T 56 AT :EAR] 29T 5291 T ALl G291 52191 SZ'91
¢ i SE 56 et ] SE 5E S¢ GE S5E pid) ®BL #
AE 0N TTTH 19UFqUY X8

UOTINGIaisT JUsdaag sari-AjueMy ‘1
) it 69 a4 as 08 0z et 9 g (d) &
| : xod
30k = e Bl a3 03 65 08 g ZT 9 - B L %
. 000°029%h  00O‘wgn'Z  008'BOT'T  000%ZOW  09LTZZ  009°TH oi8'5e 0Z6°2T  988'e 8'26h () aaw
000°029°C  000*nBh*H  008°E0T°Z  0OD‘ZSE  094°TZS  009TOT LLE 5E 0zefes  gB9'EZ 8" E6h* 4
r I - 1 3 d 1 a ] | W
Jadedxmy,

B e 3 5 P T 9 g

h BTqe]

(W€ 'ON TTTa 19UFQED depun) .
OH5040Ud ONY INISTIL ‘XYL IHOONT FIvEoddod THL 10 zmamam YLK




*SPURPTATP US Pl TRUFF 9Y3 PUR X} swodur siwacdass sy o3 yjoq BN,
SITF04] 30 00TH 49d_

(%) "I9 peEandar jo

544 a1 4 £0'S LB'E JuBdgEg BB KEL PIIRF
. (4) BaeUg jrioay
H9 TEL nez'e 95°TRT'T BL'ELT 25940 UD XEB] BIIXI
FARR §2'9Z GZ'ZE 57" GE qield) XEL BAX]
52 A 5488 g2 §Z°8¢ Cgid) ¥BL AdTop
EALS T A GZ'E G2 8 gld) BpEAprAT]
o g0l Jo HBL TEUTS
g% 9T 5291 52491 gZ'aT eld) SPUBPTAT]
o oe [ B - ) nnmu ¥e] swoouy ejwacdao)

WE ‘oN TTTH 39uTqey 4epun pssodogq sy

ANATAIETG JURDRe BATF-A3usm] 'f

s 0F (8 A a & (4) BAFIOTT 3o 00Td
A daad RBL paiexdaiur
0§ g 0z A a . & L (%) SiEiwe] Teupdavy
goL'Tzz  008'1e zease pzgfzT  969°¢ B'26h  (4) WIEYS ATFOI BS0ID
09L TIE 009tTeT 248 cg ozefzs  969'el B Z6h*H (d) 1o peandar

E 4 a v : B3I
dadedxe ]

(We "ON TTT@ 39UFqe) 4epur)
OMd TRV INISTHA “XVI SHOONI dIvH0dHO0D SHL 40 NIGHNG WHLXd

N BTqE]L




b ‘Lruo xe3 sawacdacs syl o
*$3730Id JO OO
*BA0qe ‘yY'II Se aues )
bl A LL AT SETLT~ ] gg'g- 16°1 Z5'h Zh*g £9° 4 T6%¢ (%
FO0 %
000*LTe* T~ o09L%cen- H0B° 586~  QO05°STT- waz'eg- 0B0°E Brofs'e 09°€E8%e w8 TLO'T  9L°LST (d)
BEOIE
5e- tre= g8~ gz= g1~ 5 ST gz 6 ze |
5E SE GE SE SE e St CE GE qE {
a 0 0 1] 0 0 0 8] 0 i} |

e 8¢ §¢ S SE 5€ §¢ 56 SE 5
MG
qe ‘o
aapu

UOTINGTIRSTI OI8% *II

ZEHT B 21~ s 1T ZE" L= A ko LL°E §*'¢ 8H° 5 Bg'h LE'E (%
J0 §
hhECTE0"T= 9'GhS°T9S- 9'TBE eI~  GSh'OL~ GO'LSZ'GT- BO°9BO'G 49 TZLh  HB'ELO0E  90°ROT'T  BTTO9T (d) |
_nun..nﬂ

Zo'pz= BL'ET~ §6' T2~ AR BE 9= HA'6 SE'8T SE'hZ 86"6T 6h'ZE
Jo oaﬁn“
2E"Oh TZ"9h 50" Ok §L'frh ST'Eh ° “BEtee  .ogEee G698 86 5€ 6h*SE v
; 1 _

aafedxeg
(*Pi3U30) # BTQEL |
[ el

A




*ATuo ®el ajeandaoo eyi of Tunbg

q

"BITFOLS 3O 00T4 90d,

- *BAOQE Y1 B0 BUES WalSA5 jUSsAILy g
- E - o
{. o S AR 25°h T5°E (§) 19 peandag
s it . . g9 § SF XKel Baaxy 1L
oo ¢ Brogp’e 09°BER°Z HB'TLO'T  QL'LST (d) 2ARUT FTFOL]
. BEGd:) UO WL BaNT ‘0z
5 ST eZ [T A (4) XBL BaIX /T
A SE 5€ SE 1> 5 (d) q¥PL UFOL ‘8T
] ¥ ] 0 o (d) FPUIPTATO LT
GE SE 5€ SE 5e (£) ¥EL
sucou] ejedodacy gt
hE ‘o TITH F2UTqE]
,..__.mn_"f fposodoag sy ‘v
USTINQTIAST] od87 *II
5 i6'2- Li'e g'g 889 B9 h LG"E (%) Ip peandug
; JO % 98 XB] BIINT 5T
Geh'0L~ 60°L92°GT= BO'9BO9  HO'TEL'h wetel0®e  go'mOT'T  BTOOT (d) paeys iryoag
; BeOdn U0 X2l WIaXT  'fT
§E 6T~ Bg* 9= #8°6 82"8T 56" hZ HE"BZ Bh' LE eld] 3rd0ag
r 30 00T pred xe] BAIKT “ET
GELhh o el o TR - il 8588 SE* SR 85" 5E GhH°GE gid) XEL JUper 1
y woyefs auesesg *q
aphedxey 1 o

("P,3UaD) 4 BTqRL




&
s}
"PUSDTATD WD =E3 TEUTF 8l pPie MEl MEOIUT
g9 [ BE'G ZL'9 hh' g hE'6 g gEite = BTAY L3 gnte
00T 5ah WHE'LOZ  9°8AT'HIT 089° o gog°ge C80°ST 9T HhZ'L 95'HGL'E W STZ'T  ge'fot
05'0T SET 0T OF'TT 1T B8 LT 0% 4z Az 08" 08 06z S8 EE
05° 08 SR"AL 0% Bl tié, 05% 40 05" G 84 08" Eh 06" BE GE*aE
U BGTT- 50T~ 9ftg= gR°= @' a Hh' e gh'a 1R - B - A _
. : 30 4
CONSOTO T=  oww'LTIs-  goLfTZE- Oht*g§5= Z GEh*h= BEO'TT 9T'hh&'L 0Z'$eh"h 2'2S5'T sa'Tzz (di
=4=1alh )]
i Tz~ 0g= ZT- 2= 8T 8z 9g Zh G (d)
2h fh i G4 Hh a8h gh Bh fh gk (il
£1 eT ET ET BT BT ET ET £T ET (d)
b 54 [ 53 54 G0 00 G4 59 49 |
GE SE G o ) G [ 1= oe gE
r 511 L
WOLINGTOIeTqE TI0d  °TIT k
o T H f d g i 3 g ¥
defpdxer
(*Pi3U0)) K STQRL




‘DUSPTATD UG X%} TEUTS Y3l PueR xe3 suwoour 2ieaoddos 8U3 o3 yioq ang

'81TJ0% JO COTA 9Pd,

LA " L he' 6 '8 BTiLE e B TR 18 peandur

) : [ 10 4 S XE] BAMKI CIE
- 0E9t % BoR BT ZEO'ST OT'HhZ'L O5'HELSE B'STZ'T  BELOT aIBYS 3TI0LL

i gEods UD XBL BIIRI  "TE
It 05' LT 05" h2 T4 08° 0% 06° e G6°"EE gld} xel 2agxi "o
Wi, a5°La 05 h§ at 08 Zh 06 8E S6° 08 ald) ®EL 3uTOr ‘6T

¥ weredg jussaay g

0L 5= gg' - 98" 9 " & gn'8 Gt [ chETH 19 peandu]
‘ [ JUR 2B MEL BI4EH HE

ohh55= 2'SER - S80°TT OT'hhZ®L 0L GER°H 2e'268°T etz () adeuys 3rzoid

y A EEOMS U0 KE] BIiM]

AT g BT 9z a8 h Gh (4] gqegwel BI3X3

ih i i k! B4 B fh (d) * gXEL JUTO

®T 6T T ET gl BT ET (d) EDURPTAT]

o ®¥e] TRULI

59 54 59 59 549 549 59 (4], SPUapTATE

5k 56 GE tE SE a6 [4) HBL
| swoauy oypaodao) CEL

pesodadg sY "W

UoEanqEdlsTd TIRd  °ILI

e .d
asiedxel

("B, 3U50) £ BTIRL




Y0

Whether under the existing system of net Income texation o
under a system of gross income taxation, the corporate profits tax
together with the proposed final tax on dividends will result in
frezter regressivity of the tax bupden distributicn. The final
tax on dividends which iz a tax in rem, and the corporate tax do not
allow for variaticns in, and are determined independently of, stockholders'

inocomes. o=

IV. Tax Shelter and the Accumulatien of Corporate Surplus

4 The tax shelter hypothesis brings to cleaper focus the related
iasm.c.rf corporate surplus accumulation. The lower or negative
“extra burden" provides a strong incentive for incorperation, or
where this haz been done, for high income stockholders to capitalize
on the corporate structure to effect tax savings, the maximum opportunity
provided by a family or closely-held corporation. #s pointed out
earlier, for any given mix of stockholder incomes, and corporate and

persopal ineome tax rates, the oxtra burden iz less and the tax

shelter is greater, the lower the dividend payout ratio,

Thecretically, the corporate payout ratio may be expected
to vary inversely with the differential betwesn the tax ratez om

ordinary income and capital gains.la chareholders are likely to

THES hspoteits do drscnaeed By Jobm &. Botitatuiin Corporate
Dividend Poliey (Washington: Brookings Institution, 1966).
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favour lower dividends the bigper the size of this differential because

of the tax shelter created by corporate retention. Ome may argue that
the tax adventage from retention may wvery well be temporary, because

gither the corresponding capital gains will be realized, or dividends

will nltimately be paid out. While this i= true, the tax advantage may

nevertheless be created in any of several ways. One iz the lower tax

1izbility generally attached to long-term capital gains. For sometime

now thiz has been true for many types of capital gains in the Fhilippines,

=0 that a differential has existed between the effestive tax rates on
ordinary income {which includes dividends) and lonp-term capital
gains. More vecently, with P.D. 1739, as menticned in the sectidnm on

Pebt v=. Equity Capital, pgains from stock transactions ave subject To

a-flat rate of tax which favours high income ztockholders,

Sacmidly, Decanse taxation iIs on & realization rather then on
e goorial basis, the tax on capital gains may be avoided completely
if the gainz are Inrealized at the time:uf the stockbolder®s death,
although subseguently realized by heirs. Thirdly, should the
accumilated surplies be LJ.-.t"_':I-.'I;I'IF.'L'ﬁl‘!,F paid out az dividends, there Hili
be an advantage in the form of tax deferral which iz eguivalent

to an imterest-free loan.

Ancther possibility is that dividends mey be dizpuised as

directors! and managers’' bonuzes, allocvmances, or fees, where the

e i aaea ai—
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cerporate decision mekers zlso have EQpi#y interest in the anterprize,
usually in family or closely-held corporations. Finally, in the
Philippines, capital.gains may escape taxation alrogether if the pro-
ceeds are invested In certain enterprises like the preferred enterprises
covered by the Investment Incentives Act and the Export Incentives

fct, and, under the latest amendment (2.D. No. 1738, dated 17 September
1980), banks and non-bank financial intermediaries subject to certain

conditions.

 The tax shelter hypothesis vests on any of a number of
assumptions (Brittain, 1966) most important of which are the Following:
El}“‘;hat 2 substantial number of owners possess sophistication to
P&Tﬂ;iw the potential for tax savings through retention;
(2) that the corporste owners expect lew dividend yields to be more than
offset by higher dividends in Ffuture, and/or by capital gains taxed
at lower ratts;lu {3) that the owners' interests are known =nd
respected by the corporate decision makers: and (4) that there exists
cenfidence on the part of the latter tha£ stockholders will not
interpret a dividend lag as an ominous iﬂﬂiﬂﬂtiﬂu of future prﬁ;pantE.
From these assumptions, it follows that the tax.shalter effect on

the payout ratic is 1ikely to be stronger the more closely held

the corporation.

s previously mentioned realized capital gains may not even
be taxed at all.
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fApart from tThese assumptiomsz, it is further necessary to
establish some criteria or benchmark == to what conztitute imreasonable
retention and accumilation of corporate profits, allowing for variations
in different industries. These tests relate to, among others, the
required level of reserves, lcans to stockholders and other corporetioms,
business or plant expansion plans, indebtedness of the corporation,
working capital requirements, types and size of corporate investments

in other enterprises, properties or securities, etc.

Empirical werificatiom iz again essential in this regard.
Inquiries and studies have been conducted in the United States t!!king
to define the significance of individual income tax cunsideratiﬂn:nin
corporate dividend policies. These include s Congressional Report
(H21l, 1952}, confidential interviews with corporate officials (Lintner,
1956) as well as studies on stock ownership and on tax rates and tax
differentials (Atkinson, 19%%; Cox, 1963; Bailey, 1969; Brittain, 1966).
Most of ;chese cenfirmed the positive effect of individual income tax

factors on corporate distribution policies.

Unfortunately in the Philippines, studies in this area have
yet to be made and probably will take a long time. ‘The potential for
exploiting the corporation for tax avoidance has been recognized,

. - A
however, as evidenced by the surtax on persomal holding companies

15The surtax is 45 percent of the undistributed income of the
personal helding company  (Sec. 63 of the NIRC).




e

o B i L
and on improper accumulation of prnfltsl imposed under the National

Internal Revenue Code. =

The swrtax iz in addition to the regular
rates of corporate income tax. This penalty has pot been 2 strong
deterrent, however, according to revenue officials themselves.
Generally the attitude nas bica to ride the issue or sweep it under

the rug, possibly for pragmatic reascns, or simply from the usual

inertia syndrome.

The pragmatic reasons may cover a broad spectrum, ranging From
the gemuinely patrictic to the more self-oriented. An example of the
former was indicated in an interview with a high-ranking official of
thelﬁgnistrg of Finance who remarked that strict implementation of the
Penaity provisions may create dizincentives and adverse effects on the
balance of payments via increased profit remdttances abrosd. It ha=
aleo been gathered in an interview with a representative from a mﬁlti-
pational corporation that their company is caught in a bind between
Central Bank restrictions on profit remittances and the surtax on
Ccopporate aurpius accumilations. There iz, in addition, a 15 percent
tax on profit rsmittances abroad by a branch office to its mother
company. (See Sec. 23 (B) (2)(L) of the NIRC, =5 amended by F.D.

1705 on 1 August 1980). This Seylla-and-Charybdis syndrome cannot but

Tha surtax is 25 percent of the wndistributed portion of the
company's accumulated profiis or surplus. {Sec. 25).

*'B.D. Ko. 1739 (dated 17 Septemben 1980) expanded the 1ist of

corporations exempt from the surtax.
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arise as a result of conflicting government measures. Admittedly

it iz operationelly difFicult to determine ané prove imMproper or
unreasonable accuwmilation of corporgte profits. Until very recently
ne precise benchmarks or eriteria had besn adopted to reckon what
constituted mmreasonable scoumulation. It has been gathered that
this was largely left to the discreticom of the intermal revenue
examiner. As a rule of thumb, the size of the accumulated surplus
relative to the paid-in equity capital was pgenerally used. TFor some
examiners, there was'cduze for suspicion if the size of the accumilated
surplus exceeded 100 percent of the paid-in equity. TFor more

I1iheral examiners however, the ceiling ratio was two to one.  Even

at such level of capital acoumulaticn, the corporation could still
avoid paying the surtax if it was able to prove that the accumilation
was not unreascnabla by inveking any of the following justifications:
plans for expanzion, servicing of bonded cbligations, need for working
capital, and low cash pnsitiunﬁla Obviously, there was a wide

margin of uncertainty, not to =ay room for Fmrvgaining, in implemanting

the penalty provisions.

' 1HIt has been gathered that the government has won in only a
vary small number of tax caseson the question of corporate surplus
accumiilation. Among the firms involved were Basilap Estates and
Manila Wine Merchants. The most recent case was against Ayala
Securities Corporation, which was ordered by the Supreme Court to pay
a P.7 million surtax.
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To correct this locphole, the Interim Batasang Panmbansa

incorporated in the New Corporation Code of +he Philippines (Batas

Pambansa Elg. 68, approved I April 1980) a crovizion prohibiting stock
corporations from "retaining surplus profits in excess of one hundred
percent of their paid-in capital stock, exeept: (1) when justified
by definite corporate expansion projects or programs approved by the
Board of Divectors; or (2) when the corporation is prohibited

mder dny loan agreement with any Financial instituticn or crediton,
whether local or foreign, from declaring dividends without its/his
consent, and such consent has not yet been secured: or (3) when it

can be clearly shown that such retention is necessary under special
circumstances chtaining in the corporation, such as when there is

a need for special veserve for probable contingencies. (Sec. 43).
Whether this provision can effectively curb tax avoidance through
retention of corporate surplus, only time can tell. Much of the unknown

factor lies in the quality of ‘the revenue examiners.

A major change proposed by Cabinet Bill No. 3% is the
equalization 111 the tax treatment of corporate profits and business
inpcomes of individuals. The same merginal tax .ra'tes will apply
to both, ranging from 15 percent to Y0 percent. This parity may reduce
the tax advantage from incorporation, but For an already existing
corporation it is not likely to diminish efforts towards corporate
profit retention because the effective surtax oo hipgher tax hurdan

on distributed profits will comtinue to be incurred.
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Thg Tact B&pains that & tax shelter op @ Bajor avenus for
individual tax ﬂ.\’\:'l..’lHJlEE is irrevocably created by the present non-
integration of the corporate and persconzl income taxes, through the
retention of earnings by mrrp-m"aTicuns.lg "With the corporation as a
vecognized legal entity apart from the individual taxpayer, the
corporation can be interposed between the souwrce of income and its
recaipt by the individusl owmer" (Hall, 1952). The problem exists from
"applying the personal income tax dn a world thicﬁiﬁ.pﬂpulﬂteﬁ with
Fietitious personalities owned by nnn~f#¢t1h4aus persons” { Proceedings
of the National Tax Association, 1938). Pursuing the matter to

its lﬂéical conclusion, ene must recommize “hat "if gavings in
gemeral are taxed as income, there should be mo exemption of the
savings of certain individuals whose investments take the legal form
of shares in corporations that do not distribute their zarnings
promptly and ;:ﬂrnplefely" {Proceedings of the Hational Tax Association,

Ly

T935Y,

b |

*gﬂn the other hand, tax evasion may also take place in the
case of dividends received. The 10 percent withbélding tax on
dividends, which iz credited against the =tockholder's overall
income tax liability compels reporting only where the tax withheld
is greater than the tax due on dividends. For individuwals with
marginal tax rates of 12 percent and above, 'L'her{: ig a glear
advantage from non- o umder—rﬁpartlng. i
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In a sociaty like the Philippines where there are a large
mmber of closely-held corporations and interlocking directorates,Z®
the tax shelter carries serious equity implicaticms apart from
creating non-neutral effects on the form of business arganization
and corporate dividend pelicy which are oot juetified by economic

considerations

IV, -Emcluding_ Eemarks

The present inguiry has been undertaken from & largaly
theoretical perspective, relying heavily on hypothetical data and
simplifying assumptions. Ecenomic theory can only demonstrate
the existence of burden differential and its inexcrable regressivity

=
in the present scheme of corperate cup dividend taxation. The
wltimate test will require the use of empirical data based on
reliable actual tax returns of taxpayers and corporations, such as
the gross and taxable incomes of stockhelders, dividend and capital
gains compeoments of stockholders' incomes, proceeds from the surtax
on accumulated surplus and personal holding companies, ete.

Bere and now the prospects of extricating these information from the

Bureau of Internal Revenus are not at all sanguine, for any of a

Eﬂrﬂ'.l." an interesting study on this, see Johm Doherty, & Pre-
liminary Study of Interlocking Directorates, Manila, 1979,
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number of reasens (=lleged confidentiality of information, non-
reliability, oon=collection, or non-consolidation of data) which stand
i‘nl tha wa'_-;'- oF ‘martous efforts to study the Fhilippine tax system.
Havertﬂeieés, it iz helieved that in time to come the conclusions that
]'lE‘.?'F' emerged will be confirmed by empirical findings. No significant

departure iz expected from the above pattern; whatever deviations may

arize will not be one of divection, but only of magnitude.

& disturbing mote comes from the proposed final tax om dividend
which will vender the combined burden more regressive. This is in
contrast with the practice in some Asian coumtries To relieve stock-
holders from double taxation of distributed earnings. Cabinet Bill
No. 24 seeks, according to the Explanatory Hote, "to rationalize the
taxation of different types of income." It remains uwpnclear what the
basis and the cbjective are of such "raticnalization”™. Priorities
among cbjectives have te be realized and made explicit, because policy
m&a.éur'es can and do create cenflicts in 1;31.-& pursuit of these objectiwes.
Dogs the strength of the proposal rest on equity, or on incentive
considerationzs? These two chjectives are very closely intertwined in
the present instamce. While the resulting tax shelter may indeed
further the incenmtive for investment in corporate stock on the part
of high-income individuals, the inequity from the heavier (extra) burden
may create dizincentive «ffects among the lower and middle income tax=
payes . Maturally this will create further effects on wealth acoumilation

end income distribution.




. Scmetime after the completion of this psper, President
Marvos issued P.D. Moo 1773, dated 16 January 1981, amending
certain sections of the Mational Imternal Reverme Code an personal
and carpovete income taation. There are two major amerdments
Mtﬁﬂmmaﬁm:mly,;}mufﬁmm
dmmmﬁxbyﬂmely-hﬂdmpcmﬁm erly. with an increase in
its rate from S percent to 10 percent, and 2) increase in the level of
personal and additional exemptions. The new exempition levels,
applicable to 1980 incomes. are as follows:

1. If taxpaver is single. o legally separeted from his or
her spouse, P3,000.00.

2. If taxpayer is mexried op head of family. P6,000.00
3. For each dependent child (mawimm of four), P2,000.00.
+i

The above changes do not materdially affect the findings of
the study.
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